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Fannie Mae and Freddie Mac in Conservatorship: Frequently Asked Questions

Summary

Fannie Mae and Freddie Mac are chartered by Congress as government-sponsored enterprises
(GSEs) to provide liquidity in the mortgage market and to promote homeownership for
underserved groups and locations. They purchase mortgages, guarantee them, and package them
in mortgage-backed securities (MBSs), which they either keep as investments or sell to
institutional investors. In addition to the GSEs’ explicit guarantees, investors widely believe that
MBSs are implicitly guaranteed by the federal government.

In 2008, the GSEs’ financial condition had weakened and there were concerns over their ability to
meet their obligations on $1.2 trillion in bonds and $3.7 trillion in MBSs that they had
guaranteed. In response to the financial risks, the federal government took control of these GSEs
in a process known as conservatorship as a means to stabilize the mortgage credit market. The
GSEs accepted going into conservatorship, and Treasury agreed to provide up to $200 billion
each to keep them solvent.

The GSEs agreed to pay Treasury a 10% cash dividend on funds received. If the GSEs do not
have sufficient cash, they can pay Treasury a 12% dividend in special stock. Dividends were
suspended for all other stockholders. If the GSEs had enough profit at the end of the quarter, the
dividend came out of the profit. When the GSEs actually did not have enough cash to pay their
dividend to Treasury, they asked for additional cash to make the payment instead of issuing
additional stock. In August 2012, the 10% dividend was replaced with a “profit sweep” dividend.
Under the profit sweep, Treasury received all of the profits above a declining capital reserve, but
if there was no profit, there was no dividend.

The GSEs have paid dividends totaling $246 billion to Treasury. The majority of this sum—$191
billion—has been paid under the profit sweep. Paying the federal government all profits earned in
a quarter prevents the GSEs from accumulating funds to redeem the senior preferred stock, which
is held only by Treasury.

The GSEs have not taken a draw on their support from Treasury since the second quarter of 2012.

Congressional interest in Fannie Mae and Freddie Mac has increased in recent years, primarily
because of the federal government’s continuing conservatorship of these GSEs. Uncertainty in the
housing, mortgage, and financial markets has raised doubts about the future of the enterprises and
the potential cost to the Treasury of guaranteeing the enterprises’ debt. Since more than 60% of
households are homeowners, a large number of citizens could be affected by the future of the
GSEs. Congress exercises oversight over the Federal Housing Finance Agency (FHFA), which is
both regulator and conservator of the GSEs, and is considering legislation to shape the future of
the GSEs.
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What Are Fannie Mae and Freddie Mac?

Fannie Mae and Freddie Mac are stockholder-owned, government-sponsored enterprises (GSEs),
which purchase existing mortgages and pool the mortgages into mortgage-backed securities
(MBSs), which they guarantee will be paid on time. The GSEs either keep the MBSs as an
investment or sell the MBSs to investors. Their congressional charters give the GSEs a special
relationship with the federal government, and it is widely believed that the federal government
implicitly' guarantees their $808 billion in bonds and $4.6 trillion in MBSs.? Their charters give
these GSEs special public policy goals aimed at providing liquidity in the mortgage market and
promoting homeownership for underserved groups and locations.

In 2008, the GSEs’ financial condition had weakened, and there were concerns over their ability
to meet obligations. On September 7, 2008, the Federal Housing Finance Agency (FHFA) took
control of these GSEs from their stockholders and management in a process known as
conservatorship. The Housing and Economic Recovery Act of 2008° (HERA) specifies that as
conservator, FHFA has the right to operate the GSEs. HERA specifies:*

(D) Powers as Conservator—The [Federal Housing Finance] Agency may, as conservator,
take such actions as may be—

(i) necessary to put the regulated entity in a sound and solvent condition; and

(ii) appropriate to carry on the business of the regulated entity and preserve and conserve
the assets and property of the regulated entity.

In certain circumstances these two powers can conflict. For example, if a GSE were placed in
conservatorship because of a “violation of any law or regulation ... that is likely to ... weaken the
condition of the regulated entity,” it might be relatively simple to come into compliance and
quickly leave conservatorship. In contrast, a more fundamental problem might take longer and
lead to conflicts between quickly ending conservatorship by returning a GSE to stockholder
control and the GSEs’ charters, which require them to support the mortgage market.

Congressional interest in Fannie Mae and Freddie Mac has increased in recent years, primarily
because the federal government’s continuing conservatorship of these GSEs has raised doubts
about their future and concerns about the potential cost of supporting them. Congressional interest
has been reflected by the introduction of bills to reform or replace the GSEs and by oversight
hearings. Other reasons for congressional concern include the large role that the GSEs and
government-guaranteed mortgages (such as those guaranteed by the Federal Housing
Administration) play in the overall mortgage market and Treasury’s contract to purchase up to
$200 billion in special senior preferred stock from each GSE.

! The government has a contractual obligation to provide Fannie Mae and Freddie Mac with financial support, but the
bonds and MBS themselves are not directly guaranteed by the federal government.

2 Fannie Mae, Monthly Volume Summary: December 2015, Tables 1 and 7, http://www.fanniemae.com/portal/about-us/
investor-relations/monthly-summary.html; and Freddie Mac, Monthly Volume Summary: December 2015, Tables 4 and
5, http://www.freddiemac.com/investors/volsum/.

3P.L. 110-289
4P.L.110-289 §1145.
SP.L. 110-289 §1145.
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This report presents, in analytical question and answer form, the major issues surrounding Fannie
Mae’s and Freddie Mac’s financial conditions, and various public policy options under
discussion. A glossary of terms is included at the end of this report.

Present

How Profitable Are Fannie Mae and Freddie Mac?

Since Fannie Mae and Freddie Mac went into conservatorship in September 2008, Fannie Mae
has reported a cumulative loss® of slightly less than $1.7 billion, while Freddie Mac has reported a
cumulative profit of slightly more than $9.0 billion (see Figure 1). Both have reported annual
profits since 2012. In 2015, Fannie Mae showed an $11 billion annual profit, and Freddie Mac
showed an annual profit of $6 billion.

Figure |.Fannie Mae and Freddie Mac: Cumulative Profit (Loss)
While in Conservatorship
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Source: Fannie Mae and Freddie Mac Form [0-K filings with the Securities and Exchange Commission, available
at http://edgar.sec.gov/.

The GSEs’ losses that started in late 2006 were notable because the GSEs had previously been
consistently profitable. Prior to 2006, Fannie Mae had not reported a full-year loss since 1985,
and Freddie Mac had never reported a full-year loss since it became publicly traded in 1989.

In examining the annual profits or losses (Figure 2), it is notable that both Fannie Mae and
Freddie Mac were extremely profitable in 2013, reporting profits of nearly $84 billion and $49
billion, respectively. For both Fannie Mae and Freddie Mac, three factors largely created these
profits. First, much of the money previously set aside to cover anticipated future losses (called
loss reserves) was reversed, adding $14.7 billion in profits to Fannie Mae and $6.2 billion in

6 This report measures profits or losses as “net profit (loss) attributable” to the GSEs as reported in their quarterly (10-
Q) and annual (10-K) filings with the Securities and Exchange Commission. This measure excludes dividends paid to

Treasury.
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profits to Freddie Mac.” Second, certain financial assets that could be used only to pay their taxes
(“deferred tax assets,” such as low income tax credits) increased in value because Fannie Mae and
Freddie Mac had become profitable in 2012. This increased Fannie Mae’s profits by $45.4 billion
and increased Freddie Mac’s profits by $31.7 billion. Third, the GSEs negotiated agreements with
certain companies that had sold them mortgages that were riskier than documented, increasing
Fannie Mae’s profits by $17.9 billion and Freddie Mac’s profits by $5.6 billion.?

Figure 2. Fannie Mae and Freddie Mac: Annual Profit (Loss)
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Source: Fannie Mae and Freddie Mac Form [0-K filings with the Securities and Exchange Commission, available
at http://edgar.sec.gov/.

In 2013, these three factors combined to add $78.0 billion to Fannie Mae’s bottom line and added
$43.5 billion to Freddie Mac’s bottom line. Without these three sources of income, Fannie Mae
would have reported a profit of $6.0 billion, and Freddie Mac would have reported a profit of
$5.2 billion. These factors will not contribute as much to the GSEs’ profits going forward. In
2014 and 2015, both GSEs had very little in mortgage repurchase requests outstanding, and
neither has deferred tax assets valuation allowance. In contrast, at the end of 2015, Fannie Mae
had $28.3 billion in loss reserves, and Freddie Mac had $15.3 billion in loss reserves.

Despite being profitable for the year 2015, Freddie Mac reported a loss of $475 million in the
third quarter. It attributed the loss to derivatives used to hedge interest rate risk.? Freddie Mac had
sufficient reserves, so it was not forced to request additional financial support from Treasury.
Freddie Mac’s loss was the first quarterly loss for either GSE since the fourth quarter of 2011.
Freddie Mac reported a first quarter 2016 net loss of $354 million, largely attributable to losses
from derivatives.

7 Fannie Mae, Federal National Mortgage Association Annual report on Form 10-K, pp. 3, 80, 143,
http://www.fanniemae.com/resources/file/ir/pdf/quarterly-annual-results/2013/10k_2013.pdf; Freddie Mac, Federal
Home Loan Mortgage Corporation Annual Report on Form 10-K, pp. 135, 138, 231, http://www.freddiemac.com/
investors/er/pdf/10k_022714.pdf.

8 Companies settling disagreements with the GSEs over mortgage quality included Bank of America, Wells Fargo,
CitiGroup, and Morgan Stanley.

9 For more details on Freddie Mac’s losses, see CRS Insight IN10391, Freddie Mac Announces Quarterly Loss, Does
Not Require Additional Treasury Assistance, by Sean M. Hoskins.
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Fannie Mae has not reported quarterly losses in 2015 or 2016.

How Much Have the GSEs Paid to Treasury in Dividends?

To expedite reducing assets of the GSEs, Treasury, FHFA, and each of the GSEs amended the
separate support contracts on August 17, 2012, so that each GSE pays Treasury all profits it earns
each quarter. If there are no profits, there is no payment. Previously each GSE made quarterly
payments on a 10% annual dividend on the senior preferred stock regardless of profits or losses
earned in the quarter. As of the end of calendar year 2015, Fannie Mae had paid $148 billion in
dividends, and Freddie Mac had paid $98 billion in dividends.*

Figure 3. Cumulative Dividends Paid to Treasury by Fannie Mae and Freddie Mac
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Source: U. S. Federal Housing Finance Agency, Treasury and Federal Reserve Purchase Programs for GSE and
Mortgage-Related Securities: Data as of March 31, 2016, http://www.fhfa.gov/DataTools/Downloads/Documents/
Market-Data/Current-Market-Data-2016-03-3 | .pdf.

Has the Profit Sweep Increased the GSEs’ Dividend Payments to
Treasury?

Under the dividend profit sweep, Fannie Mae has paid dividends of $148 billion to Treasury, and
Freddie Mac has paid dividends of $98 billion to Treasury. If the profit sweep™! had not replaced
paying dividends to Treasury at a 10% annual rate, Fannie Mae would have paid $69 billion and
Freddie Mac would have paid $47 billion to Treasury in dividends. These dividend payments are
illustrated in Figure 4 for Fannie Mae and Figure 5 for Freddie Mac.

10 Department of Treasury, “Treasury Department Announces Further Steps to Expedite Wind Down of Fannie Mae
and Freddie Mac,” press release, August 17, 2012, http://www.treasury.gov/press-center/press-releases/Pages/
tg1684.aspx. The press release contains links to the amended agreements. The dividends were accrued through the end
of 2015, but the fourth quarter of 2015 dividends were not paid until the first quarter of 2016.

1 The profit sweep was agreed to in the third set of amendments to the GSEs’ original agreements with Treasury. The
main change in the first two amendments was to raise maximum financial support that Treasury would provide.
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Figure 4. Dividends Paid by Fannie Mae to Treasury
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Figure 5. Dividends Paid by Freddie Mac to Treasury
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Source: U. S. Federal Housing Finance Agency, Treasury and Federal Reserve Purchase Programs for GSE and
Mortgage-Related Securities: Data as of March 31, 2016, http://www.fhfa.gov/DataTools/Downloads/Documents/
Market-Data/Current-Market-Data-2016-03-3 | .pdf.

What Is Happening to Fannie Mae’s and Freddie Mac’s Affordable
Housing Initiatives?

The Housing and Economic Recovery Act of 2008 (HERA) gives the FHFA authority to set
housing goals for Fannie Mae and Freddie Mac and added a new group of goals called “duty to
serve” to the previously existing affordable housing goals. The housing goals support affordable
housing by requiring each of the GSEs to purchase a specified amount of mortgages that meet the

goal.

There are single-family and multifamily goals. The single-family affordable housing benchmarks
listed in Table 1 are measured with reference to numbers of mortgages purchased.

A GSE has two ways to meet its single-family affordable housing goals. First, a GSE can meet a
goal (e.g., the low-income families home purchase goal) by meeting or exceeding the benchmark
percentage (e.g., at least 24% of mortgages purchased by a GSE must have allowed a low-income
family to purchase a home). Second, a GSE can meet an affordable housing goal if its qualifying
purchases meet or exceed the market as measured by data collected under the Home Mortgage

12p L. 110-289.
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Disclosure Act (HMDA).*® For example, if a GSE’s purchases of low-income family refinance
mortgages were 10%, this would not meet the benchmark goal of 21% but could meet the
alternative goal if less than 10% of the market were these mortgages. The single-family housing
goals are the same for each GSE in percentage terms, but the numbers are likely to be different
because Fannie Mae usually purchases more mortgages than Freddie Mac does.

Table I. Single-Family Housing Goals, 2015-2017

Benchmark Goal
Low-Income Families Home Purchase Goal 24%
Very Low-Income Home Purchase Goal 6%
Low-Income Areas Home Purchase Subgoal 14%
Low-Income Families Refinance Goal 21%

Source: Federal Housing Finance Agency, “2015-2017 Enterprise Housing Goals Final Rule,” 80 Federal Register
53392-53433, September 3, 2015.

Note: Low-income families have incomes no greater than 80% of area median income, and very-low income
families have incomes no greater than 50% of area median income.

Alternatively, Fannie Mae and Freddie Mac can meet their housing goals by purchasing mortgages to equal or
exceed the market percentage.

FHFA also sets multifamily housing goals, which are listed in Table 2. These are defined in terms
of rental units that are affordable at the specified income limits. For the purpose of these
multifamily goals, small properties have between 5 and 50 units.

Table 2. Multifamily Housing Goals, 2015-2017

Benchmark Numeric Unit Goal
Low-Income Units 300,000
Very Low-Income Units 60,000
Small Property: Low Income Units 6,000 (2015)
8,000 (2016)
10,000 (2017)

Source: Federal Housing Finance Agency, “2015-2017 Enterprise Housing Goals Final Rule,” 80 Federal Register
53392-53433, September 3, 2015.

Notes: Both Fannie Mae and Freddie Mac have the same multifamily housing goals in terms of units.

HERA created a new duty to serve three underserved markets: manufactured housing, affordable
housing preservation, and rural housing. FHFA has issued a proposed rule that would require
Fannie Mae and Freddie Mac to submit drafts of an Underserved Markets Plan.** The comment
period for the plan ended on March 18, 2016.

In addition, HERA requires the GSEs to contribute to the HOPE Reserve Fund, the Housing Trust
Fund, and the Capital Magnet Fund. The HOPE Reserve Fund provides a financial cushion for
the HOPE for Homeowners refinance program. The Housing Trust Fund provides grants to states
to preserve and increase owner-occupied and rental housing for low- and very-low income

13 p.L. 94-200.

14 FHFA, “Enterprise Duty to Serve Underserved Markets, Proposed Rule,” 80 Federal Register 79182-79222,
December 18, 2015.
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families. The Department of Housing and Urban Development (HUD) uses the Capital Magnet
Fund to fund competitive block grants to states to attract private capital to develop, preserve,
rehabilitate, or purchase affordable housing, economic development, and community service
facilities for low-income, very low-income, and extremely low-income families. FHFA suspended
these contributions when the GSEs entered conservatorship but reinstated the contributions
effective in 2015.%°

Each GSE is required to set aside 4.2 basis points (0.042%) of the unpaid principal balance of
mortgages purchased in a year for this purpose. These funds are divided, with 25% going to the
HOPE reserve fund to pay ongoing costs for the HOPE for homeowners program, 49% going to
the Housing Trust Fund, and 26% to the Capital Magnet Fund.

For 2015, Fannie Mae contributed $54 million to the HOPE Reserve Fund, $106 million to the
Housing Trust Fund, and $57 million to the Capital Magnet Fund.*® Freddie Mac contributed
$41.3 million to the HOPE Reserve Fund, $80.6 million to the Housing Trust Fund, and $43.4
million to the Capital Magnet Fund.!’

What Is Happening to Executive Compensation?

In most corporations, executive compensation is set by the board of directors and management.
For 2007, the year before they went into conservatorship, Fannie Mae reported that it paid its
chief executive officer (CEO) $12.2 million,*® and Freddie Mac reported paying its CEO $18
million.” Once the GSEs entered conservatorship, their senior management was replaced; the
new managers received greatly reduced compensation.

HERA strengthened FHFA’s regulatory oversight over executive compensation and so-called
golden parachutes. The senior preferred stock agreement with FHFA and Treasury signed by each
GSE requires the GSEs to get approval for new compensation agreements with executives. The
Equity in Government Compensation Act of 2015% prevented FHFA from approving raises for
the CEOs from $600,000 to $4 million.

Risks

What Risks Do Fannie Mae and Freddie Mac Face?

In any economic environment, Fannie Mae and Freddie Mac face the variety of risks that many
other companies face. The GSEs purchase home mortgages. They package most mortgages into

15 This is a brief description of the programs. For more details, see CRS Report R40781, The Housing Trust Fund:
Background and Issues, by Katie Jones; and CRS Report R44304, Housing Issues in the 114th Congress, coordinated
by Katie Jones.

16 Fannie Mae, Form 10-K, December 31, 2015, p. 202, http://fanniemae.com/resources/file/ir/pdf/quarterly-annual-
results/2015/10k_2015.pdf#page=202.

7 Freddie Mac, Form -10K, December 21, 2015, p. 170, http://api40.10kwizard.com/cgi/convert/pdf/FMCC-20160218-
10K-20151231.pdf?ipage=10754197 &xml=1&quest=1&rid=23&section=1&sequence=-1&pdf=1&dn=1#page=170.

18 Fannie Mae, Proxy Statement, April 4, 2008, http://www.fanniemae.com/resources/file/ir/pdf/proxy-statements/
2007proxy.pdf.

19 Freddie Mac, Proxy Statement, April 29, 2008, http://www.freddiemac.com/investors/pdffiles/proxy_042908.pdf.
2pL.114-93.
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MBSs and sell most MBS to institutional investors such as banks, hedge funds, central banks, and
sovereign wealth funds.

The GSEs finance their portfolios of long-term (typically 30-year) mortgages with short-term
borrowing (typically three months to five years). This financing strategy increases the GSEs’
profits, because short-term borrowing is usually less expensive than longer-term loans. At the
same time, it creates interest rate risk—that is, if short-term interest rates increase, profitability
can be reduced or can even turn into losses. For example, if interest rates were to increase to 6%,
mortgages at 5% would not be profitable.

The GSEs try to reduce the risk of rising interest rates with derivative contracts and by borrowing
money for longer periods of time. Derivative contracts that hedge increased interest rates
generally reduce the benefits if interest rates decline. In certain cases, these hedges can result in a
GSE losing money instead of showing a profit. For example, Freddie Mac says this is what
happened to it in the third quarter of 2015 and the first quarter of 2016.%

Under terms of the third amendments to their Treasury support agreements, Fannie Mae and
Freddie Mac must keep their mortgage portfolios under a ceiling that declines each year until
2018, when each of their portfolios must be no more than $250 billion.

The GSEs are also subject to credit risk. The GSEs guarantee timely payment of principal and
interest of the mortgages to MBS investors. Mortgage foreclosure rates climbed and losses
became more severe after 2006. Nationally, these trends have reversed, reducing credit risk.

What Are Fannie Mae and Freddie Mac Doing to Reduce Risks?

Two major sources of losses for mortgage lenders in the aftermath of the 2008 housing bust?

have been loans to borrowers with less than prime (subprime) credit and certain types of
mortgages to borrowers with credit between prime and subprime (Alt-A).?* At the end of 2015,
Fannie Mae held $8.9 billion in private-label MBSs backed by subprime mortgages (down from
$24.5 billion at the end of 2008) and held $7.7 billion in private-label MBSs backed by Alt-A
mortgages (down from $27.9 billion at the end of 2008).%

Freddie Mac held $27.7 billion in private-label MBSs backed by subprime mortgages (down from
$74.9 billion at the end of 2008) and $6.0 billion in private-label MBSs backed by Alt-A
mortgages (down from $25.1 billion at the end of 2008).°

Since 2008, Fannie Mae and Freddie Mac have tightened their lending standards. For example,
the average FICO score of a 2007 mortgage purchased by Freddie Mac was 703, in 2008 it was

2L Freddie Mac, Freddie Mac Reports Third Quarter 2015 Financial Results, November 3, 2015,
http://www.freddiemac.com/investors/er/pdf/2015er-3q15_release.pdf; and Freddie Mac, Freddie Mac Reports First
Quarter 2016 Results, http://www.freddiemac.com/investors/er/pdf/2016er-1q16_release.pdf.

22 Other major factors associated with high losses to mortgage lenders include loans that do not make any monthly
repayment of principal and mortgages with relatively small down payments to borrowers with weak credit histories.
See, for example, Fannie Mae, “2015 Credit Supplement,” February 19, 2016, pp. 10-14, http://www.fanniemae.com/
resources/file/ir/pdf/quarterly-annual-results/2015/q42015_credit_summary.pdf.

23 Although the words prime and subprime suggest that a mortgage should be in one category or the other, the industry
category of Alt-A is between prime and subprime.

2 FHFA, 2014 Report to Congress, June 15, 2015, p. 85, http://www.fhfa.gov/AboutUs/Reports/ReportDocuments/
FHFA_2014_Report_to_Congress.pdf.

% |bid., p. 102.
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722, and in the fourth quarter of 2015 it was 750.% Fannie Mae shows a similar increase in FICO
scores. Approximately 76% of Fannie Mae’s single-family book of business has been purchased
in 2008 or more recently; the number for Freddie Mac is approximately 71%.

Shortly after the GSEs entered conservatorship, they increased loan loss reserves in anticipation
of continuing losses. As the foreclosure rate and the average loss on a foreclosure have declined
in recent years, the GSEs have been able to reduce their loss reserves.

The GSEs agreed with Treasury to reduce their capital reserves?’ from $3 billion starting in 2013
to zero starting in 2018. This shifts some risk to Treasury, which will provide additional financial
support to a GSE if one’s net worth becomes negative.

In 2012, FHFA directed Fannie Mae and Freddie Mac to develop ways to share their credit risk
with the private sector, thereby reducing the risk to the government and taxpayers. The GSEs
have worked together on this initiative but have implemented different programs.

FHFA categorizes mortgage losses as expected, unexpected, and catastrophic. Expected losses
occur under normal economic conditions and are mainly due to foreclosures resulting from
illness, unemployment, and divorce. Unexpected losses occur during stressful times, such as
recessions or financial turmoil. Catastrophic losses occur only under very extreme economic
circumstances.

The GSEs are reducing their credit risk by paying private sector investors to assume some of their
expected and unexpected losses. The GSEs’ risk sharing has covered the first 3% to 6% of the
unpaid balance on the covered mortgages. The GSEs say that they have found that sharing
catastrophic losses was more expensive than it was worth.

The GSEs have both issued bonds known as “pre-funded capital markets transactions,” which
Fannie Mae calls Connecticut Avenue Securities (CAS) and Freddie Mac calls Structured Agency
Credit Risk securities (STACRs).?® Investors purchase these bonds and are paid based on the
performance of a reference pool of mortgages. If the pool performs well, the investors receive a
higher return; if the pool performs poorly, the investors receive a lower return. In the case of
extremely poor pool performance, investors could lose their investments.

Both GSEs have increased participation in more traditional insurance or guarantee agreements
with mortgage insurers, re-insurers, or other companies. The counterparty pays the GSE in the
event of a covered loss.

In August 2012, the GSEs agreed to reduce their portfolios to $250 billion each by 2018. In 2008,
Fannie Mae held $792 billion in mortgage assets (MBS and mortgages), and Freddie Mac held

2% Fannie Mae, 2015 Credit Supplement, February 19, 2016, p. 6, http://mww.fanniemae.com/resources/file/ir/pdf/
quarterly-annual-results/2015/g42015_credit_summary.pdf; and Freddie Mac, Second Quarter 2012 Financial Results
Supplement, August 7, 2012, p. 26, http://www.freddiemac.com/investors/er/pdf/supplement_2q12.pdf and Fourth
Quarter 2015 Financial Results Supplement, February 19, 2016, p. 15, http://www.freddiemac.com/investors/er/pdf/
supplement_4q15.pdf. FICO is a company that provides credit scoring services to lenders.

27 Capital reserves are funds set aside to finance large or long-term projects as opposed to reserves set aside for losses
on delinquent mortgages.

28 \Wanda DeLeo, Deputy Director, Division of Conservatorship, FHFA, Prepared Testimony on Housing Finance
Reform: Fundamentals of Transferring Credit Risk in a Future Housing Finance System, December 10, 2013,
http://www.fhfa.gov/Media/PublicAffairs/Pages/Housing-Finance-Reform-Fundamentals-of-Transferring-Credit-Risk-
in-a-Future-Housing-Finance-System.aspx; and FHFA, An Update on the Common Securitization Platform, September
15, 2015, http://www.fhfa.gov/AboutUs/Reports/ReportDocuments/CSP-Update-Final-9-15-2015.pdf.
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$805 billion in mortgage assets.?® These smaller portfolios are financed with correspondingly less
borrowing and reduce interest rate risk.

Like all other businesses, the GSEs have operational risk due to the failure of internal controls.
FHFA has directed the GSEs to reduce operational risk by improving their information
technology, data quality, and internal controls.

As financial corporations, the GSEs are also subject to model risk, or the risk that their models
(especially credit models) are not accurate. FHFA has directed the GSEs to update their financial
models to reflect changing conditions.

What Risks Do Fannie Mae and Freddie Mac Create for the U.S. Government?

If either Fannie Mae or Freddie Mac has quarterly losses that exceed their reserves and capital,
they would remain solvent by selling additional preferred stock to Treasury. Treasury’s contract
with Fannie Mae has $117.6 billion remaining that could be drawn down to remain solvent,*® and
Freddie Mac has $140.5 billion in potential Treasury support.**

If either GSE were to draw down all of its remaining Treasury support, it is possible that it would
be dissolved in a process known as receivership. In receivership, the usual priority of claims on
remaining assets is administrative expenses of the receivership, senior and general debt,
subordinated debt, and stock.*? This would seem to place the MBSs with their guarantee at a
fairly senior position, followed by GSE bonds, which would be ahead of the government’s senior
preferred stock, which would be ahead of all other stockholders. It is not clear how the mortgage
market would function if one or both GSEs were to go into receivership.

If a GSE were unable to perform on the timely payment guarantee because it went into
receivership, the value of the outstanding MBSs would depend on the payment of the underlying
mortgages, the rules of receivership, and any action the government might take (or not take) to
support the MBSs. On the one hand, the value of its MBSs could decline, because the value of the
GSE’s guarantee of timely payment of the MBSs could be called into question. On the other
hand, if the government were to step in and back the MBSs, the value of the MBSs could increase
due to the stronger guarantee.

The eventual value of the bonds would depend on the cause of the receivership and the details of
the liquidation process. For example, if mortgage defaults and losses were to increase, the assets
available for creditors would decrease.

If the GSEs were put into receivership as part of housing finance reform, the value of the senior
preferred stock would depend on the details of the new law.

2 FHFA, 2014 Report to Congress, pp. 82, 99.

30 Fannie Mae, Fannie Mae Reports Net Income of 11.0 Billion and Comprehensive Income of $10.6 Billion for 2015,
February 19, 2016, http://fanniemae.com/resources/file/ir/pdf/quarterly-annual-results/2015/q42015_release.pdf.

31 Freddie Mac, Freddie Mac Reports Net Income of $6.4 Billion for Full-Year 2015; Comprehensive Income of $5.8
Billion, February 18, 2016, http://www.freddiemac.com/investors/er/pdf/2015er-4q15_release.pdf.

32 CRS Report RL34657, Financial Institution Insolvency: Federal Authority over Fannie Mae, Freddie Mac, and
Depository Institutions, by David H. Carpenter and M. Maureen Murphy, contains more information on this subject.
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What Is Common Securitization Solutions?

Fannie Mae and Freddie Mac created Common Securitization Solutions (CSS) as a joint venture
to standardize the process of issuing and managing MBSs.*®* FHFA determined that the GSEs’
computer operations needed to be modernized and that it would be more efficient to create one
system for the two enterprises, as the MBSs issued by Fannie Mae are similar to, but not identical
to, those issued by Freddie Mac. Due to technical differences, if Fannie Mae and Freddie Mac
were to purchase identical mortgages and pool them into their MBSs, Freddie Mac’s would sell
for less. This difference led to an additional goal to standardize the two enterprises’ MBSs.

The common securitization platform (CSP) is a large part of this effort and is planned for two
releases. Only Freddie Mac will use CSP Release 1, which will perform data acceptance, issuance
support, and bond administration functions for relatively straightforward types of MBSs. Both
Fannie Mae and Freddie Mac will use Release 2 to perform data acceptance, issuance support,
disclosure, and bond administration activities for a wider range of MBSs. In the longer run, CSP
will be available to other entities. Release 1 is scheduled for 2016 and Release 2 for 2018.3

The common MBS is a long-range goal.

What Has Conservatorship Done to Stockholders and Other
Stakeholders?

Common stockholders own 100% of the GSEs. While a company is in conservatorship, the
powers of common stockholders, who formerly elected the boards of directors and approved
certain enterprise actions, are transferred to the conservator—in this case, FHFA. As part of the
support agreements with Treasury, each GSE issued Treasury long-term options (called warrants)
to purchase 80% of each GSE at a nominal cost. If Treasury were to exercise these warrants,
current common stockholders would own 20% of the enterprises. Arguably, 20% of a healthy
enterprise is worth more than 100% of GSEs whose liabilities exceed their assets.

On August 17, 2012, Treasury signed new agreements with Fannie Mae and Freddie Mac
changing the quarterly dividend to be all the profits earned in the quarter. If no profits are earned,
no dividend is paid. Treasury said that the purpose of the change was to wind down the GSEs and
benefit taxpayers.*® Without the ability to retain earnings, the GSEs cannot accumulate the capital
required by law to return to stockholder control.

Stockholders seeking to regain control of the GSEs have sued the federal government over this
new agreement.36

33 For more information on Common Securitization Solutions, see CRS Report R44506, FHFA'’s Administrative
Reform of Fannie Mae, Freddie Mac, and the Housing Finance System, by Sean M. Hoskins and FHFA, An Update on
the Common Securitization Platform, September 15, 2015, http://www.fhfa.gov/AboutUs/Reports/ReportDocuments/
CSP-Update-Final-9-15-2015.pdf.

34 FHFA, 2016 Scorecard for Fannie Mae, Freddie Mac, and Common Securitization Solutions, December 17, 2015,
http://www.fhfa.gov/AboutUs/Reports/ReportDocuments/CSP-Update-Final-9-15-2015.pdf.

3 Department of Treasury, “Treasury Department Announces Further Steps to Expedite Wind Down of Fannie Mae
and Freddie Mac,” press rele